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MONEY MARKET IN OCTOBER 


Member bank reserve positions remained under rela- 
tively steady pressure during most of October, although 
a sharp rise in float just after the middle of the month 
eased the pressure temporarily at that time. The money 
market continued tight throughout, however, with Federal 
funds firmly bid at the 3% per cent ceiling on every day. 
Short-term interest rates advanced toward the middle of 
the month, and longer regular Treasury bills traded at 
slightly below 3% per cent over the latter half of the 
month as compared with about 312 per cent early in the 
period. Most longer term yields showed mixed changes; 
the Treasury 314’s of 1978-83 closed the month to yield 
3.70 per cent, 5 basis-points above the yield at the end of 
September, and the 3’s of 1995 closed at 3.60 per cent, 
up 4 basis-points. However, yields on long-term corporate 
bonds remained fairly stable and those on municipals 
declined. These and other developments are described 
more fully below. 


MEMBER BANK RESERVE POSITIONS 


Except for the temporary easing in the week ended 
October 23, member bank reserve positions remained 
under fairly steady pressure during the five statement 
weeks ended in October. Net borrowed reserves averaged 
380 million dollars for the full five weeks, about 50 
million lower than in September. In the statement week 
ended October 23, the midmonth rise in float temporarily 
supplied a large volume of funds to the banking system, 
as the accompanying table shows. Most of these funds 
were withdrawn in the final week, but net borrowed re- 
serves did not return to the high level prevailing earlier 
in October. Over the month as a whole, member bank 
borrowings from the Reserve Banks amounted to 845 
million, about 130 million lower than in September, while 
average excess reserves declined to 465 million from 
540 million. 

Reserve positions tightened early in the period when 
required reserves rose sharply, partly as the result of bank 
payments through Tax and Loan Accounts for their 
purchases of the new Treasury securities sold in mid- 


September. Payment for the 4 per cent certificates and 
notes was due on September 26, and at least one half of 
the payment for the 4 per cent bonds sold at the same 
time was due on October 1, with the remainder deferred 
if desired until not later than October 21. (Most sub- 
scribers elected to make full payment for the bonds on 
October 1.) Although average float declined by some 
300 million dollars during the first of the five statement 
weeks, when required reserves were rising, the impact of 
these pressures on reserves was offset by funds supplied 
through a reduction in Treasury balances with the Reserve 
Banks to normal working levels, by System purchases of 
Government securities (including outright purchases and 
those made under repurchase agreements), and by other 
factors. Average member bank borrowing from the 
Reserve Banks actually declined by 165 million dollars 
during the week ended October 2, almost fully accounting 
for the drop in excess reserves. 

Day-to-day fluctuations in reserve positions remained 
in a relatively narrow band until the middle of the month, 
when float rose substantially and most other operating 
factors also added to the reserve base. System securities 
operations absorbed some of these reserves, but member 
banks used the largest part of the funds briefly available 
to them at that time to reduce their indebtedness to the 
Reserve Banks. During the week ended October 23, aver- 
age member bank borrowing from the Reserve Banks 
declined by 387 million dollars to 598 million, the lowest 
level since the last week in July. 

In the final statement week of the period, net borrowed 
reserves moved back to about 350 million dollars as float 
averaged 466 million dollars lower than in the preceding 
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week. Part of this loss of funds was offset by a return flow 
of currency from circulation, but member banks also 
found it necessary to step up their average borrowing from 
the Reserve Banks to 703 million. 


System holdings of Government securities were in- 
creased by 83 million between September 25 and October 
30, as outright holdings of Treasury bills rose by 22 mil- 
lion dollars and there was a net increase of 61 million 
dollars in short-term Government securities held under 
repurchase agreements. Repurchase agreements were writ- 
ten in largest volume early in October to alleviate the 
strains on the money market stemming from the reserve 
pressures during the first two statement weeks of the 
month. The outstanding balance rose from zero on Septem- 
ber 25 to 148 million on October 2 and remained at that 
level one week later. By October 16, however, the balance 
had fallen to 53 million, all of which was retired before 
the next statement date, October 23. In the final week 
of the month, new acquisitions of securities under repur- 
chase agreements were arranged to relieve renewed pres- 
sures on bank reserves; the outstanding balance totaled 
61 million dollars on October 30. 


GOVERNMENT SECURITIES MARKET 


Prices of Treasury notes and bonds generally moved 
moderately higher early in the month, turned around and 
fell back rather rapidly between October 8 and October 17, 


Table I 
Changes in Factors Tending to Increase or Decrease Member 
Bank Oc 1957 


(In millions of dollars; (+) denotes increase, 
(—) decrease in excess reserves) 


Daily averages—week ended 
Net 
Factor changes 
Oct. Oct. Oct. Oct. 
2 u 16 23 30 
Operating transactions 
262; — + 40); — 58] + 233 
Federal Reserve float............ — 318|— + 80] + 446 | — 466) — 267 
Currency in circulation.......... + 91) — 62) + 62) + 121) + 44 
Gold and foreign account. ....... + 3) — 4/)+ 23) + +111 
Other + 729) Tit 10) — 12) + 66) + 136 
00% + 71) — 113] + 71 | + 559 | — 331 | + 257 
Direct Federal Reserve credit 
transactions 
sales.| + 121| + 18 31 59 6 
a — 
Held under repurchase 
+ 47) + 181) — 143) — 45] — 29/4 11 
Loans, discounts, and advances: 
Member bank borrowings... . . . — 165| + 68) — 18| — 387 | + 105 | — 397 
- 2 - 1 - 3 
Ui agreements. - + 2 
+ 268 | — 192 | — 490 | + 31] — 383 
+ 71) + 155 | — + 69) — 300] — 126 
Effect of change in required reservest..| — 259) + + 47|/+ + 96] — 107 
Brcess reservest — 188 | + 160| — 74) + 73) — 204) — 233 
Daily average level of member bank 
Banks 935 | 1,003 985 598 703 845 
IE osencsinaoseses 393 553 479 552 348 465 


Note: Because of rounding, figures do not necessarily add to totals. 
* Includes changes in Treasury currency and cash. 


These figures 
} Average for five weeks ended October 30. 
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and then fluctuated irregularly upward over most of the 
remainder of the period. Outright investment demand was 
generally light, with trading confined for the most part 
to tax-switching operations as dealers and investors at- 
tempted to assess the implications of a wide variety of un- 
certainties confronting the market. Prices moved upward 
early in the month, as the firm tone in the corporate and 
municipal bond markets reinforced a developing opinion 
that interest rates were not likely to rise further in the near 
future. On the other hand, views regarding the outlook 
for interest rates were tempered by the realization that the 
volume of new bond flotations scheduled for the forth- 
coming months was still unusually large. 

The announcement late on Friday, October 4, of the 
successful launching of an earth satellite by the Soviet 
Union gave rise to considerable speculation with respect 
to the impact of this development on Government defense 
spending, the debt ceiling, and the cash needs of the 
Treasury in forthcoming months. Announcements by the 
United States Defense Department of curtailment of prog- 
ress payments to defense contractors clouded the picture 
further, as did conflicting rumors in the market regarding 
the future course of Federal Reserve policy. In addition, 
the announcement on October 15 that the Federal National 
Mortgage Association (FNMA) would issue 750 million 
dollars of short-term notes injected further uncertainty 
into the outlook for interest rates. Concern over such in- 
fluences was reflected in a sharp drop in the prices of 
Treasury bonds and notes between October 8 and 
October 17. 

By October 18, however, prices steadied, and over the 
balance of the month they tended to move irregularly 
higher, in many cases regaining all of the losses of the 
midmonth period and recording small gains for the month 
as a whole. Market atmosphere seemed to be primarily 
influenced by uneasiness regarding near-term business 


prospects and by sharp declines in stock market prices. 


Over the month as a whole, the prices of most Treasury 
bonds and notes maturing through 1962 showed mixed 
changes, ranging from losses of about % of a point to 
gains of about % of a point. Issues due after 1962 and 
through 1972 generally rose by % to % of a point. The 
3%’s of 1978-83 closed at 922%» (bid), down 2%» of 
a point over the month, and the 3’s of 1995 closed at 
872242, down % of a point. The new 4 per cent Treasury 
notes of 1962, issued last month, fluctuated close to paf 
over most of the month and closed at 100%» (bid), a rise 
of % of a point over the period. The new 4 per cent bonds 
of 1969 fell as low as % of a point below par in mid- 
October, but then recovered, and closed the month at 
100%o, a gain of %» of a point over the month. 

As mentioned above, the Treasury announced on 
October 15 that the FNMA would offer 750 million dol- 
lars of short-term notes for cash subscription on October 
21, the proceeds to be used to retire borrowings from the 
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Treasury. The 4% per cent Series ML notes were dated 
October 29 and are to mature on June 26, 1958. The 
Treasury handled the offering for the FNMA, and, 
although payment by Treasury Tax and Loan Account 
credit was not permitted, arrangements were made between 
the FNMA and the Treasury whereby the Treasury de- 
posited with qualified banks, on request, amounts equal to 
the notes allotted to such banks for themselves and their 
customers. After some initial hesitancy immediately after 
the announcement of the 4% per cent coupon (rather than 
5 per cent as expected by some observers), the issue was 
fairly well received by the market. However, commercial 
banks were restrained in their subscriptions because of 
uncertainty over their ability to liquidate allotments 
quickly on a “when-issued” basis in the secondary market. 
Total subscriptions aggregated 1.6 billion dollars; subscrip- 
tions of $100,000 or less were allotted in full and others 
received 44 per cent of their bids, with a minimum of 
$100,000. 

The market for Treasury bills was generally in balance 
early in the period but weakened at midmonth, and the 
average issuing rate in the regular weekly auction climbed 
to a post-1933 high of 3.660 per cent for the bills dated 
October 17. This represented an increase of 14 basis- 
points from the average issuing rate of 3.525 per cent 
established in the first auction of the month, held on 
October 7, with the advance primarily attributable to a 
slackening of demand and a reluctance of dealers to in- 
crease their inventories at prevailing high borrowing costs. 
Investment demand picked up gradually after midmonth, 
and the average issuing rate declined to 3.619 per cent 
on October 21. In the final auction, held on October 28, 
the rate held steady at 3.622 per cent, and three-month 
bills were bid at 3.60 per cent by October 31. 


OTHER SECURITIES MARKETS 

Both the corporate and municipal bond markets re- 
mained relatively firm during October, with trading par- 
ticularly active in the tax-exempt area. For the most part, 
new municipal issues were aggressively bid for by under- 
writers and attracted a favorable investor response; the 
corporate market was not quite so robust, and for a while 
new issues moved rather slowly, but it was still marked 
by generally stable yields. The impression seemed to be 
circulating, as in the market for Governments, that long- 
term yields had reached their peak for the present and were 
unlikely to move higher in the coming months. However, 
a continued heavy calendar of future offerings created a 
considerable amount of uncertainty regarding the pros- 
pects for significantly lower yields. 

Prices of outstanding issues tended upward in both 
markets over most of the first half of the month but sagged 
slightly during the latter part of the period. Moody’s index 
of yields on seasoned long-term Aaa-rated municipal 
bonds closed the month at 3.30 per cent, a decline of 


11 basis-points since the end of September, but the long- 
term Aaa-rated corporate bond index was unchanged at 
4.12 per cent. (The recent highs in these indexes have 
been 3.45 per cent for the municipals at the end of 
August, and 4.15 per cent for the corporates near the 
end of September.) 


New municipal flotations were generally well received 
despite a heavy volume of new public offerings totaling 
an estimated 605 million dollars, 250 million more than 
in the previous month and 80 million more than in Octo- 
ber of 1956. Among the new municipal issues marketed 
early in the month was a 31 million dollar Aa-rated State 
bond flotation which carried a 3.32 per cent net interest 
cost to the borrower. These bonds had first been offered 
for competitive bidding early in September but the best 
bid at that time, entailing an interest cost of 3.68 per cent, 
was rejected by the borrower because of a technicality. 
The unplanned delay in the sale of the bonds thus saved 
the borrower a substantial sum in interest charges and 
furnished a measure of the change in market atmosphere. 
As a further example, in the middle of the month a 64 
million dollar Aa-rated State bond issue was well received 
at a net interest cost to the borrower of 3.49 per cent, 
15 basis-points below the interest cost to the same bor- 
rower on a smaller flotation in August. 

Public offerings of corporate bonds for new capital pur- 
poses are estimated to have totaled 535 million dollars 
during the month, 55 million below the previous month 
and 225 million more than in October of last year. The 
month’s only Aaa-rated corporate flotation, a 100 million 
dollar issue of 35-year utility debentures, was marketed 
early in the period at a price to yield investors 4.70 per 
cent—almost the same as the 4.71 per cent on the previous 
similarly rated issue, which had been marketed late in 
September. The October issue, which is callable at 110 
for the first five years and at declining prices thereafter, 
moved slowly at first, but sales picked up as the month 
progressed. Toward the end of the month a 250 million 
dollar flotation of Aa-rated 26-year telephone utility de- 
bentures, noncallable for the first five years, moved slowly 
when reoffered at 4.90 per cent. This was the largest 
offering since a flotation of similar size by the same 
borrower this past March, which had moved well when 
reoffered to yield 4.30 per cent. 

On October 8 most dealers in open market commercial 
paper raised their rates by % of 1 per cent on all maturi- 
ties, and the others followed suit on October 9. This rise, 
the first since August 7, brought the dealer offered rate 
on prime four-to-six months’ paper to 4% per cent; in 
the two months since the previous rate increase most 
other short-term rates had also been realigned upward. 


MEMBER BANK CREDIT 


Total loans and investments of the weekly reporting 
banks decreased by 513 million dollars between September 
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18 and October 23, as a 994 million dollar fall in total 
loans more than offset a 481 million dollar expansion in 
investment holdings. 

The loan contraction was attributable to an 800 million 
dollar fall in business loans, in large part the result of net 
repayments by sales finance companies amounting to al- 
most 500 million dollars over the five-week period. Metals 
and metal products firms also reduced their bank borrow- 
ings substantially, while seasonal increases were posted by 
food, liquor, and tobacco firms and by commodity dealers. 
In each of these latter cases, however, the rise was less 
than ‘that recorded during the corresponding weeks last 
year. Retail and wholesale trade concerns also increased 
their bank borrowings, in this case by about the same 
amount as in the corresponding weeks last year. 

The rise in investment holdings stemmed primarily from 
bank acquisition of the 4 per cent certificates, notes, and 
bonds sold by the Treasury in September and acquired by 
the banks during the week ended October 2. This large 
expansion in holdings was in part offset by securities sales 
both before and after that week. 

Thus far this year, business loans have risen by 515 
million dollars at the weekly reporting banks, but total 
loans adjusted have fallen by 174 million. In the corre- 
sponding period last year, business loans rose by 3.1 billion 
dollars, total loans by 3.4 billion. The bulk of the 3.6 
billion dollar shortfall in the growth of total loans this year 
as compared with last is thus attributable to the 2.6 billion 
dollar relative decline in business loans. The reduced rate 
of growth in business loans this year may be at least 
partially attributable to high rates of corporate securities 
flotations and smaller growth of business inventories. 


Table II 
Changes in Principal Assets pnd of the 
Weekly Reporting Member 
(In millions of — 
Statement week ended 
trom 
Item 26, 1956 
Sept. ; Oct. Oct. Oct. Oct. to Oct. 
25 2 9 16 23 23, 1957 
Assets 
Loans and investments: 
Commercial and industrial 
— 19 82/— 188|/— 34/— 300/+ 6515 
Agricultural loans. .......... + 6] — 
ities loans. ............ — 658|+ 277|— 10|— 716 
Real estate loans............ + Tht 21+ BWit+ 10) 
All other loans (largely con- 
Total loans adjusted*.. — 265 |+ 231 |— 335/+ 650|— 1% 
ts: 
U. 8. Government securities: 
— 152 |— 109 136 |+ 659 |+ 8) — 808 
— 68|+1,226|— S| — 5% 
— 210 |+1,117 330 |+ 76| — 1,384 
Other securities. ............ - 19 + 172 
Total investments... ...... — 229 |+1,109 |— 206 — |— 10] — 1,228 
Total loans and investments 
— 494 /+1,340 |— 631 25|— 753 | — 1,386 
Loans adjusted* and “other” 
— 284 /+ 223/— 301/+ 3 2 
I deposits adjusted. ...... - — 773 |+ 329 |+ 430 609) — 2,831 
Time deposits except Government.|+ 75 |+ 62/+ 56/+ 19|— 3] + 1,886 
U.S. Government deposits ....... + 130 |+1,833 |—1,254 |— 670|— 425; — 719 
Interbank ite: 
— 621 St Si Sis 
- 81 20 Wi+ 8 


the individual 
Joan classifications are shown and may not, therefore, add to the totals shown. 


Total investments have fallen by 1.2 billion, while in the 
first forty-three weeks of 1956 they contracted by 4.5 
billion. Total loans and investments thus far in 1957 are 
therefore down by 1.4 billion; in the similar period last 
year they fell by 1.1 billion. 


INTERNATIONAL MONETARY DEVELOPMENTS 


MONETARY TRENDS AND POLICIES 


United Kingdom. Attention remained focused on the 
tightening of monetary policy that had taken place in 
September. Amid early evidence of its effectiveness in 
strengthening the pound, the authorities made further 
statements concerning the background, nature, and objec- 
tives of the restrictive measures they had taken. Address- 
ing the annual bankers’ dinner at the Mansion House, the 
Chancellor of the Exchequer declared that the govern- 
ment’s policy, although harsh, was called for because 
“the choice is not really between the strength of the 
pound sterling or full employment, for in the long run 
the first is a prerequisite to the second”. While stressing 
that the wage-price spiral could not be halted overnight, 
the Chancellor reaffirmed his confidence in the measures 
taken and made clear once again the government’s deter- 
mination to push them through to success. 

Speaking on the same occasion, the Governor of the 
Bank of England explained that the exceptional 2 per 
cent increase in the discount rate had been decided 
upon because a more positive use of the bank rate was 


needed to protect the pound and because the parallel 
action taken by the government in other fields suggested 
that the increase would have “decisive effects on the 
economy”. However, the Governor stated that the authori- 
ties must also feel free to move the rate downward when 
necessary, warning that “unless we can all accustom our- 
selves to adjustments of Bank Rate to the requirements 
of the moment, without heralding minor reductions from 
crisis levels as a signal for new excesses of spending, Bank 
Rate will gradually lose its utility’. The Governor went 
on to emphasize that it was necessary for monetary re- 
straint to be supported by complementary fiscal policy and 
debt management measures if the money supply was to 
be held stable, stating that “sterling will need to be but- 
tressed under present circumstances, not only by an in- 
creasing surplus on balance-of-payments account, but also 
an over-all surplus on budget account”. 

In the first half of the British financial year, which 
began April 1, the deficit in the ordinary budget was 
nearly 100 million pounds less than a year ago, but this 
was largely offset by a substantial increase in “below-the- 
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line” (mainly capital) expenditures, so that the over-all 
deficit was only slightly lower than in 1956-57. These 
trends in the budget point up the importance to the gov- 
ernment’s fiscal policy of the decision announced in 
September to hold investment in the public sector in 1958 
and 1959 to this year’s level. In the sphere of debt man- 
agement, the Treasury announced on October 11 that no 
conversion offer would be made to replace the 503 million 
pounds of 2% per cent Funding Stock maturing in mid- 
November, since over four fifths of the issue had already 
been brought into official hands. By mid-November the 
Treasury will have made a net repayment of about 800 
million pounds of maturing debt, mainly, as has been 
officially stated, through the sale to the public of longer 
dated securities from official portfolios against this year’s 
maturities. While it has thus been possible to avoid add- 
ing to the heavy maturities over the next few years, the 
Treasury’s debt management operations have involved 
some increase in the floating debt. However, the Treasury 
announcement made it clear that the authorities would 
continue to follow a policy of “reducing the floating debt 
at all suitable opportunities by the most appropriate 
methods”. 

The recent upward trend of British interest rates ceased 
in October. Prices of gilt-edged securities, which had been 
declining sharply and reached a 36-year low in September 
following the discount rate increase, recovered somewhat 
last month; the yield of 24% per cent Consols declined 
from the September high of 5.56 per cent to 5.43 per cent 
on October 31. The average Treasury bill tender rate, 
which had risen for six successive weeks prior to the dis- 
count rate increase and had reached 6.60 per cent at 
the following tender, remained virtually unchanged at this 
level throughout October. The fall in bank loans that 
began after the middle of the year continued during the 
eight weeks to mid-October when the London clearing 
banks’ advances declined a further 42 million pounds. 
Although this was a smaller reduction than had taken 
place a year ago and advances on October 16 were still 
well above the 1956 level, they were about 20 million 
pounds beneath the ceiling that the authorities had re- 
quested the banks to observe in September. The banks’ 
net deposits rose substantially in the two months to mid- 
October as the decline in advances was more than offset 
by an 87 million pound increase in the banks’ Treasury 
bill holdings and a further rise in their investments; the 
banks’ liquidity ratio rose 1 percentage point to 36.2 
per cent. 

Canada. The steady upward trend of long-term inter- 
est rates was interrupted last month, as the yields of long- 
term government bonds, which had been rising for six 
months, receded from the record September levels; yields 
on medium-term issues declined more sharply, with some 
issues falling by as much as 0.45 percentage point. In the 
short end of the bond market, where in mid-September the 
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government had floated a new 700 million dollar issue 
of one and two-year bonds priced to yield 4.81 and 4.97 
per cent, interest rates declined further in October, but 
the fall was less sharp than in the preceding month. The 
average Treasury bill tender rate, after having declined 
for five successive weeks to more than % per cent beneath 
the August peak, rose slightly during the first three weeks 
in October but fell back somewhat at the fourth tender 
and stood at 3.83 per cent on October 25. Thus, while 
the rate on three months’ bills stood at about 3% per cent 
toward the end of October, the longest dated bonds had 
declined to nearly 4% per cent and medium-term bonds 
to about 4% per cent. 


Bank lending declined only slightly last month from 
the record September level, after correcting for the change 
made at the beginning of October in the statistical basis 
on which bank loans are reported. The banks’ Treas- 
ury bill holdings fell by more than 100 million dollars in 
October, more than offsetting the exceptional Septem- 
ber rise of nearly 15 per cent in their bill portfolios. The 
banks have continued to maintain their cash and liquid 
assets ratio well above the required minima, and there 
has been no borrowing at the Bank of Canada for more 
than ten weeks. 


Philippines. The Philippine central bank has adopted 
new measures to restrict credit and curb imports in view 
of the continuing decline in Philippine foreign exchange 
reserves. Announcement was made early in September 
of an increase in the rediscount rate to 442 per cent from 
2. At the same time, a cash margin requirement of 100 
per cent was imposed on letters of credit for imports of 
nonessential consumer goods. The central bank’s gold 
and dollar holdings declined by 24 per cent, or 38 million 
dollars, during the first eight months of this year because 
of the rapid growth in the trade deficit as imports rose 
sharply while exports fell. The central bank had pre- 
viously increased its discount rate to 2 per cent from 142 
at the end of March, after having suspended rediscounting 
completely at the end of January. 


EXCHANGE RATES 


American-account sterling was in good demand during 
most of the first half of October. With the exception of 
October 10 and 11 when the market evidenced some 
easiness as a result of demand for dollars in London, the 
quotation steadily appreciated on commercial demand, 
short covering, and offerings of dollars in London and 
by midmonth reached $2.80%, the highest level since 
June 1956. On October 17, however, as tension in the 
Middle East increased, the rate fell rather sharply and, 
at the opening on October 18, was $2.79! after hav- 
ing been as low as $2.795%4, in London before the New 
York market opened. Subsequently, on October 21, fol- 
lowing a recovery in London on October 19 (Saturday), 
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the New York market quoted sterling as high as $2.80144, 


as a better feeling concerning the Middle East situation 
developed and commercial interest in sterling was renewed. 
Thereafter the quotation generally held above $2.80 except 
for a temporary weakening to $2.792%». on October 24. 
At the month end American-account sterling was quoted 
at $2.795%%. Discounts on three and six months’ ster- 
ling were narrowed by short covering, in a rather erratic 
forward market, from 354, and 5% cents on October 3 
and 4, respectively, to 2 and 3% on October 9. Subse- 
quently the discounts widened, and on October 31 stood 
at 2% and 32%. cents. 

Buying by sugar interests, and to some extent by cen- 
tral banks, firmed the transferable-sterling quotation from 
$2.7735 on October 1 to $2.7815 on October 9. After 
easing somewhat, the rate again turned upward as Euro- 
pean interests sought to cover short positions and by mid- 
month reached $2.7845, the highest quotation since May 
1956. On October 18, as Middle East tension rose, trans- 
ferable sterling weakened to $2.7780 but recovered to 
$2.7830 by the month end. The securities-sterling mar- 
ket was relatively quiet during the month; the quotations, 


after fluctuating between $2.71%2 and $2.73%4, moved to 
$2.74% on October 31. 

During the first week of October, commercial demand 
for United States dollars in Canada and European sales 
of Canadian dollars weakened the Canadian dollar quota- 
tion approximately % cent to the $1.03 level for the first 
time since early November 1956. Thereafter, London 
buying of Canadian dollars reappeared in the market 
which, together with buying on grain account and short 
covering, moved the rate upward. Additional strength 
came from the demand for Canadian dollars associated 
with the auction of oil leases and the commercial offerings 
of United States dollars in Canada. During the closing 
days of the month the Canadian dollar reached $1.04%, 

The French franc continues to be quoted at about 
$0.00232%%45 (approximately 420 francs = U.S. $1) in 
the New York market. On October 28 the French foreign 
exchange arrangements introduced on August 10 were 
revised to provide that the 20 per cent surtax on foreign 
exchange purchases and the 20 per cent premium on for- 
eign exchange sales be made applicable to those transac 
tions not hitherto subject to them. 


THE NEW YORK FOREIGN EXCHANGE MARKET 


The need for a foreign exchange market in the United 
States arises from the simple fact that some American 
firms and individuals receive foreign exchange in payment 
for goods, services, and assets sold abroad, while others 
make payments to foreigners in foreign money rather than 
in dollars. Converting foreign exchange into dollars, or 
dollars into foreign exchange, is essentially a banking 
function. Most transactions in foreign exchange through- 
out the United States are consequently handled by com- 
mercial banks, and most commercial banks are equipped 
to service customer requirements in foreign exchange, 
either directly or through their large correspondents. But 
like most other nation-wide financial markets, the market 
in foreign exchange needs one center, where the net bal- 
ance of supply or demand can ultimately be reflected and 
where, by the action of what appears to be a centripetal 
force in the natural law of financial markets, the bulk of 
the large transactions will actually occur. In foreign ex- 
change, as in all money market instruments, in Govern- 
ment securities of all maturities, in listed equity securities, 
and in over-the-counter trading of debt or equity instru- 
ments, that center is located in New York City. 


The foreign exchange market, like these other principal 
financial markets, is continually changing. It has not 
grown in volume or diversity of activity, however, in pro- 
portion to the growing importance of the dollar as a world 
currency, particularly as an international reserve cur- 
rency. This is at least partly because the very impor- 
tance of the dollar throughout the world has resulted in a 
much greater expansion of activity abroad, in other foreign 
exchange centers, where the dollar is sought as one of the 


world’s “hardest” currencies. Nonetheless, the world posi- 
tion of the New York foreign exchange market is a central 
and critical one. In a broad sense, this market is a mirror 
reflecting the complex of economic, political, and psycho- 
logical forces that lie behind the United States balance of 
payments with the rest of the world, as well as the interre- 
lations among foreign countries that hold and use dollars 
in making international settlements. 

This article will not be primarily concerned, however, 
with the underlying forces that are constantly being re- 
flected in this market. It will instead attempt to describe 
the market itself, as it is now functioning. Attention here 
centers on the organization of the market and the principal 
instruments in which it deals. A second article for publi- 
cation in this Review will carry the description further 
into the mechanics and techniques of trading and the 
day-by-day determination of foreign exchange rates in the 
New York market. 

THE BASIS OF THE FOREIGN EXCHANGE MARKET 


If all United States trade and payments abroad were 
carried out in terms of dollars, there would be no need 
for a foreign exchange market in New York since there 
would be neither an American demand for foreign ex- 
change nor any supplies of foreign exchange in American 
hands. There would, of course, be a lively supply of and 
demand for dollars in foreign exchange markets abroad. 
This would be reflected on the books of New York banks 
by the many transfers of dollars among foreign accounts. 
Dollars earned by foreign exporters, for example, would 
flow to the accounts of their banks, and dollars paid by 
foreign importers of dollar products would flow out of the 
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A TESTING PERIOD FOR MONETARY POLICY 


Remarks of Alfred Hayes, President, Federal Reserve Bank of New York 
at a Luncheon of the Bond Club of New York, October 16, 1957 


The Bond Club of New York is an audience which I 
feel especially privileged to address. I can think of few 
groups who are as well qualified as you to take an under- 
standing interest in the activities and policies of the 
Federal Reserve System. For while our operations neces- 
sarily affect the country’s whole economy, their impact is 
especially prompt and direct in the New York financial 
community. For our own part, we rely heavily on the 
efficiency of this community to carry out our open market 
operations, and we depend to a great extent on our con- 
tacts with this community for an appraisal of money and 
capital market conditions, which is of course a crucial 
part of the considerations affecting the System’s policy 
decisions. It seems to me fitting that I should express to 
you on this occasion the System’s gratitude for your in- 
valuable cooperation in these activities, as well as for the 
strong moral support you have given us in our efforts to 
pursue effective monetary policies. 


I suppose that the subject you would most like me to 
talk about is how we in the Federal Reserve Bank of New 
York appraise current conditions, and how our policies 
are influenced by this appraisal. I cannot, of course, go 
all the way in responding, nor can I presume to speak 
for all my colleagues throughout the Federal Reserve 
System, but I do want to use this opportunity to talk with 
you about some of the problems—here and abroad—that 
make this an interesting testing period for the usefulness 
of monetary policy. 

Since so much has been written and spoken recently 
about current business, perhaps you will forgive me if I 
try merely to touch a few of the highlights. It seems clear 
that the boom of the past two-and-a-half years has lost 
much of its strong upward momentum, with private capi- 
tal outlays and Federal Government expenditures leveling 
out and perhaps commencing a decline—yet the decline 
in capital expenditures should be modest, and we are all 
hearing many public expressions of doubt, enhanced by 
recent developments in outer space, as to whether the 
proposed cut in defense spending can or should actually 
be attained. Exports, which contributed much more than 
was generally recognized to aggregate demand in 1956 
and early 1957, are beginning to show the adverse effects 


of payments difficulties in many foreign countries. Inven- 
tory accumulation is no longer adding force to the boom 
in any significant degree. 

Although industrial production as a whole has been 
stationary, for all practical purposes, for about a year, 
the total national product continues to rise slowly, even 
in physical terms. There is no doubt that business over all 
is still extremely good, as evidenced by such measures as 
high employment and personal incomes, and record figures 
for retail sales. And there appears to be some further 
upward thrust in State and local government expenditures, 
to mention one of the expanding sectors. 


But there are enough “soft spots” and doubts as to 
future demand to have caused a good deal of uneasiness 
among businessmen and economists as to where the econ- 
omy is going next. It would seem that the greatest change 
in the last two or three months has been not in business 
Statistics, which on the whole have changed very little, 
but in business sentiment, which has deteriorated appre- 
ciably and has been reflected in the declining trend of - 
stock prices since early summer. This change of senti- 
ment may not last, but to my mind it is a healthy develop- 
ment, if held within reasonable Lunits, after the rampant 
optimism of a few months ago. 

Meanwhile, what has been happening to commodity 
prices? The wholesale index has stopped rising, and basic 
commodities as a group have dropped rather sharply. The 
index of consumer prices, on the other hand, continues 
its slow and seemingly inexorable rise, primarily because 
of increasing prices for services and for food products, 
and perhaps also reflecting with the usual lag the upward 
movement of wholesale prices that occurred some months 
ago. Important wage negotiations are due next year, and 
if the past gives any indication of the future, industry will 
again be under pressure to grant wage increases in excess 
of productivity gains. While we may derive some satisfac- 
tion and hope from the slowing-down of the price rise, it 
is certainly far too early to say that the danger of inflation 
is past. 

Another area we might consider for a moment is that 
of the demand for and supply of funds. Corporate and 
municipal bond offerings have been at record levels this 


year, and the calendar for such issues, as you gentlemen 
are well aware, is still heavy. To some extent these offer- 
ings have enabled borrowers to repay old bank loans or 
to avoid new ones. At any rate, total bank loans have 
risen much less sharply than a year ago. On the other 
hand, the Treasury’s difficulties in the way of attrition and 
Savings bond redemptions, while helping to provide funds 
for the corporate and municipal markets, have also put 
heavy pressure on the banks as underwriters for the 
Treasury. A new factor is the prospective shift in the 
financing of defense procurement contracts from the 
Treasury to the banks, which will reduce the need for 
Treasury borrowing but increase the demand for loans. 
This demand, however, will develop gradually over a 
period of months, at least insofar as actual drawings are 
concerned. 


The banks, especially those in the chief money centers, 
are a good deal less liquid than they were a year ago. 
Consequently, in spite of the slowing-down in the growth 
of bank loans, the banks in general feel that money is 
about as tight as it has been at any time in recent years. 
In contrast, the bond market, which is so sensitive to 
expectations, as well as to current money conditions, has 
shown some signs of stabilizing, or even strengthening, in 
recent weeks. And there have also been encouraging 
signs suggesting that personal savings may have grown 
appreciably over the last few months. 


, The policy of the Federal Reserve System has been to 
respond to the conditions outlined above with continued 
steady restraint on bank reserves. I think that in some 
quarters there have been misconceptions as to this policy. 
Contrary to some impressions, we have made no attempt 
to force liquidation of outstanding credit or to interfere 
with the normal flow of savings into industrial plant and 
equipment, new homes, or public projects. We have been 
accused in recent months of intensifying our policy of 
restricting the availability of credit, and for evidence the 
finger is pointed at the summer rise in interest rates, in- 
cluding the % per cent increase in the discount rate of 
all the Reserve Banks. Basically it was not so much 
Federal Reserve policy as the continuing excess of record 
money demands over available savings, which caused in- 
terest rates to go on rising. By refusing to provide the 
reserves required for a sizable increase in the quantity 
of money, we of course contributed to the pressure—but 
when the demand for money continues to increase, inter- 
est rates tend to continue to rise, even if our action con- 
sists only in limiting the increases in the supply. We have 
not intended and do not now intend to intensify pressures 
in the money market, and the way in which during August 
the discount rates of the various Reserve Banks followed 
the increases in market rates, rather than leading them, 
should have demonstrated this pretty clearly. 


Incidentally, I should like to stress that no single statis- 
tical series can give an adequate measure of the degree of 
real tightness in the money and capital markets. There is 
always grave danger of reading too much significance into 
changes in the week-to-week level of net borrowed reserves 
without giving enough attention to other factors such as 
the various market rates of interest themselves, the geo- 
graphical distribution of reserves, the concentration of 
money market pressures evidenced by the financing prob- 
lems of the Government securities dealers, and, more 
generally, the “feel” of the market—including your own 
evaluation of the supply-demand factors in the capital 
market. 


I hope you agree that it would be a great mistake to 
relax credit restraint just as we see some hope of achieving 
the price stability that we have all sought so ardently. The 
moderate excess capacities that have appeared in several 
industries, no doubt at least partly as a result of the recent 
vast capital expenditures, are the best ally we could have 
in seeking this goal. They should permit the normal forces 
of competition to become increasingly effective and to put 
a check to further price increases. Profits may be squeezed 
somewhat in the process, but ultimately such a sequence 
of events should not be without a restraining effect on fur- 
ther wage boosts that cannot be absorbed through in- 
creases in productivity. 


While there have been many complaints of the uneven 
impact of our policies on specific segments of the economy, 
the fact remains that the country has continued to enjoy 
high levels of prosperity. So long as the economy could 
not do everything that all of us were trying to make it do, 
all at once, there had to be some restraint somewhere. 
There should have been no serious concern when the 
effects of such restraint actually became visib:s. The only 
serious question would have been whether the in. act was 
distributed in a manner that was arbitrary «.d out of 
keeping with the market processes of a free economy. On 
that score, I suggest that the record is about as good as 
frail human beings could hope for. Moreover, while we 
may not have succeeded fully in checking inflation, we 
seem to be achieving at least partial success. There are 
growing signs of public awareness of the inflation threat 
and encouraging signs of disbelief on the part of the public 
in the theory that creeping inflation is either desirable or 
inevitable. Monetary policy cannot take all the credit, 
but it deserves some of the credit. 


It has often been said in the last year or two that mone- 
tary policy has been going through a difficult testing 
period. It is true that it has, and I am not sure that the 
most difficult test is over. Perhaps too much of the re 
sponsibility for combating inflation has been placed on 
monetary policy. It has had some help from fiscal policy, 
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> but the budget surplus would have been a good deal more 


helpful if it had been larger. Similarly, debt management 
problems might have involved less difficulty both for the 
Treasury and for the Federal Reserve if the Treasury had 
not had to make such frequent trips to the market. That 
frequency, of course, was partly a by-product of the debt 
limit, as well as of the size of the cash surplus. 


The “capital investment boom” has been held partly 
responsible for the inflationary. pressures of the past year 
or two, but we are now beginning to benefit from the 
effects of the enormous investment in new plant facilities 
over this period. Some degree of statesmanship on the 
part of labor and management will still be a necessary 
ingredient if the specter of creeping inflation is to be laid 
completely. However, I see no reason to accept the de- 
featist argument that the only alternative to creeping infla- 
tion is serious recession and unemployment. 


Naturally we are gratified by the degree of public 
acceptance attained by Federal Reserve policies. But we 
don’t know whether the tendency for wage settlements to 
outrun productivity gains will persist in spite of our steady 
credit restraint, or whether the cry for relaxation of tight 
money will be overwhelming if unused resources tend to 
increase. Premature easing of credit conditions might 
well nullify such results as we have already achieved in 
checking inflation. We may face difficult decisions in the 
year that lies ahead, and I hope we shall continue to re- 
ceive your moral support as long as you believe that we 
are on the right track. 


The Federal Reserve System has had to concentrate so 
much attention on the insidious problem of inflation in the 
last year or two that we may have given the impression 
that we are unaware of any other problems, real or poten- 
tial. Such an impression would be wrong. Our policies 
must always be framed with a view to the dangers of 
recession as well as those of inflation—but the emphasis 
necessarily varies with the current environment. Our 
directives from Congress are couched in pretty general 
terms, and there is wide room for judgment in deciding 
how best to gear our actions to the general objective of 
sustained economic growth—how much weight to give to 
price developments and how much to signs of greater 
availability of unused resources. I think we are fully aware 
that the time may come when it will be necessary and 
appropriate to follow an entirely different policy from that 
of the last two-and-a-half years. For example, if the up- 
ward trend of prices is stopped, or if the pressure for funds 
becomes substantially less than it is now in relation to 
available savings, or if we should be faced with a substan- 
tial increase in unused resources of labor and materials, 
some change of policy would be logical either in intensity 
or in direction. The occasion for any major move may be 


some distance ahead of us, and I am making no attempt 
at a prediction. But we must be as careful to avoid 
“overstaying” our market as to avoid premature ease of 
credit. There is always some doubt as to how quick and 
effective an easing of credit may be in remedying a down- 
ward turn in the economy, if the turn reflects a need for 
fundamental economic readjustments. I merely want to 
emphasize that we understand that at times a central bank 
may have to work the other side of the street-—and that we 
also understand that we don’t know all the answers, that 
each business cycle differs greatly from all that have gone 
before, and that we must always approach our task in 
all humility. 


Up to this point my comments have dealt almost 
exclusively with the domestic situation. Now a few words 
on the international outlook. The American economy now 
plays such a key role in the world economy that the level 
of our activity affects people everywhere. 

All of us who are interested in the achievement of stable 
and durable trading and investment relationships among 
the countries of the world must have felt satisfaction in the 
results of the recent annual meetings in Washington of 
the International Monetary Fund and the International 
Bank. In addition to exceptionally able exposition of 
guiding principles by the heads of the world organizations, 
the meetings were notable for the unequivocal statements 
by the British and German Governments of their deter- 
mination to maintain the present par values of the pound 
and the Deutsche mark. Already there are signs that this 
determined attitude, which is further underlined by the 
British program announced a few days before the meet- 
ings, has borne fruit in the form of a cessation of the 
heavy speculative flow of funds which had tended to cause 
concern about various European currencies. The under- 
lying trade and payments statistics, while pointing to some 
imbalance, especially in the matter of a powerfully favor- 
able German position, were never the chief difficulty. Now 
that the speculative wave has receded, it would appear that 
the margin of imbalance is relatively small and that 
appropriate monetary and fiscal measures can restore a . 
balanced position for most of the chief trading countries. 
The crucial factor will be their ability to cope with their 
internal problems, which in most countries are mainly 
problems of inflation induced by excessive spending, both 
public and private. There are now encouraging signs of 
success in the curbing of such spending. Some of the less 
developed countries have the additional problem of foreign 
exchange earnings diminishing with the declining prices 
of the primary commodities which they export. These 
price declines admittedly increase the difficulties of the 
primary-producing countries, but we should bear in mind 
that neither these countries nor the world as a whole would 
benefit in the long run from a departure by any of the 
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leading trading nations from a general program aimed 
at orderly and sustainable growth free of inflationary 
excesses. 

There have been a number of comments recently on the 
potential danger to this country of our sizable outstanding 
short-term liabilities to foreign banks, corporations, and 
individuals, in the sense that their sudden liquidation could 
cause a heavy drain on our monetary gold stock. It has 
always seemed to me that these fears have been exagger- 
ated. The growth of these foreign-held dollar balances is 
really the most convincing evidence we could have of the 
strength of the dollar and the confidence of foreigners in it. 
The rest of the free world has, to a considerable degree, 
willingly made us its banker. We assume this role with 
assurance because we are ourselves confident of our 
economic and financial strength, and are aware of the 
advantages both to ourselves and to foreigners of the 
development of our market as the world’s largest interna- 
tional money market. A very large part of these claims on 
us constitute official monetary reserves on which the 
foreign country in question is glad to earn a return, in 
contrast with unproductive holdings of gold. Also, a large 
part consists of private working balances which are in- 
dispensable to the conduct of business between the United 
States and other important trading countries. But the main 
safeguard against a sudden large withdrawal in gold lies 
in the powerful attraction which American products have 
for many foreign countries, and in our enormous capacity 
to export those products. 


As an exporter we are at a great advantage because 
our exports, though large in absolute terms, are still rela- 
tively small in proportion to our total capacity to produce, 
and can be expanded without impinging too greatly on 
domestic consumption. Also, the American economy is 
self-sufficient to a high degree so that our exports can 
expand without requiring a corresponding rise in imports, 
These factors were pointedly demonstrated by last winter’s 
Suez crisis, the effect of which was to cause foreign coun- 
tries to draw down their balances not in gold but in 
American industrial and agricultural products. We took 
this sudden increase in the demand for our goods in our 
stride. We can best ensure our continued capacity to 
export by preventing inflationary forces in this country 
from putting our goods at a competitive disadvantage, 
They are not now at a disadvantage, nor do they seem 
likely to be. 


To my mind, the holding of large balances for foreign 
account is a normal part of the functioning of our interna- 
tional monetary system. It is not only to our great benefit, 
but a part of our growing world responsibilities, to make 
this system work smoothly and efficiently. Of course, there 
are some risks, but there is no country better able to 
assume them. Moreover, if we manage our affairs so as 
to maintain a sound and stable dollar, the risks will be 
small. 


Thank you for your courtesy in giving me a welcome 
chance to talk to you. ] 
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’ accounts of foreign banks here and into the bank accounts 
of our own exporters. 

No strict rules can be laid down to account for the 
varying proportion of United States payments to and from 
individual countries that is made in foreign exchange, 
but the factors involved include the relative economic 
importance of different countries, the strength of their cur- 
rencies, the custom of the trade in certain commodity 
transactions, the existence of exchange controls in many 
countries, and the relative stage of development of bank- 
ing and financial institutions abroad. 

With a large number of countries United States trade 
is carried out almost entirely in dollars; with others, such 
as the United Kingdom, parts of the sterling area, some 
Continental countries, and Canada, a much higher percent- 
age is conducted in foreign exchange. In addition to ex- 
change transactions arising from trade, there is often a 
» need for foreign exchange to finance United States direct 
investment abroad, and to make remittances to foreign 
countries, while fairly large amounts of foreign exchange 
are required by United States tourists traveling abroad. 

A large number of American firms and individuals are 
thus involved in one way or another with some form of 
} foreign exchange activity. An American exporter of 
tobacco, for example, may sell in Britain for sterling, while 
a wool importer may need sterling to make payment for 
wool to be imported from Australia. An American firm 
may need Canadian dollars to expand the operations 
of its branch in Canada, while at the same time another 
firm may be anxious to dispose of Canadian dollars earned 
from a sale to a Canadian importer. Since it would be 
extremely difficult for each importer who needed foreign 
exchange to search out an individual exporter who had the 
proper amount of exchange for sale, the foreign exchange 
market provides a medium through which these needs can 
be easily met. Of course, some large international firms 
are able to use, in their operations abroad, foreign ex- 
? change that they may have earned in other transactions, 
and they consequently may be partially independent of 
the market. 


ORGANIZATION OF THE MARKET 
The New York foreign exchange market can be broadly 


) described as a three-tiered market. At the heart of the 


market lies the trading between the banks and their com- 
mercial customers who are the ultimate users and suppliers 
of foreign exchange. In New York there are approximately 
twenty-five banks that maintain deposits abroad to facili- 
tate their dealings in foreign exchange, although the bulk 
> of the business is accounted for by less than half that 
number. There are also about thirty-five agencies of for- 
eign banks which sometimes add an international flavor 
to the market through their handling of foreign-owned 
dollar balances and their close ties to their countries of 
origin. In addition, there are a substantial number of spe- 
? cialized foreign exchange dealers who trade principally in 
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foreign bank notes. The second tier of the market is 
represented by the interbank market in foreign exchange 
conducted through the foreign exchange brokers, and the 
third by the active trading in foreign exchange by New 
York banks with banks abroad. The three segments of the 
market are so closely interwoven, however, that it is diffi- 
cult, if not impossible, to separate them; taken together, 
they make up the New York foreign exchange market. 
The foreign exchange market, unlike the stock or 
commodity exchanges, has no centralized meeting place, 
no fixed opening or closing time, and no formal re- 
quirements for participation except the informal accept- 
ance of a code of financial and moral conduct that has 
evolved out of the working of the market itself. It thus 
may best be regarded, not as a place, but rather as the 
mechanism whereby buyers and sellers of foreign exchange 
are brought together. Buyers and sellers do not ordinarily 
meet face to face but carry on their trading primarily by 
telephone, and also by telegraph, cable, or mail. 


The Banks and Their Customers 


The commercial banks maintain foreign exchange inven- 
tories in the form of working balances with foreign banks, 
in order to be in a position to meet the needs of their 
customers. These balances are replenished by the pur- 
chases of balances owned by firms, individuals, or other 
banks; by the sale of dollars to foreign banks that 
may, for their own purposes, need additional funds in 
New York; and by the purchase of foreign bills of ex- 
change, travelers’ checks, dividend warrants, bond cou- 
pons, and the like. In order to handle their foreign 
exchange business, each of the banks has several traders 
who do the actual buying and selling; the trading rooms of 
the banks make up, in fact, the nerve center of the foreign | 
exchange market. In addition, a clerical staff must be 
maintained to handle the details of the transactions. The 
activities of the foreign exchange traders are closely linked 
to the activities of other divisions of the banks’ foreign 
departments where import and export letters of credit, 
foreign dollar balances, bills drawn on foreigners, and 
other transactions with foreigners are handled. 

In the course of a day’s trading activities the banks 
purchase foreign exchange from some of their commercial 
customers and sell exchange to others. Purchases of course 
can be used to offset sales, so that each bank is to some 
extent a clearing house where liabilities to foreigners and 
claims on foreigners are matched up. Some of the banks, 
however, will find that their purchases from exporters are 
exceeding their sales to importers, while other banks will 
find themselves in the opposite position. Since the banks 
do not ordinarily care to tie up their resources by main- 
taining unnecessarily large foreign exchange balances, and 
since they obviously cannot sell what they do not have, 
there has grown up an active market in foreign exchange 
among the banks in New York. This market has some- 
times been referred to as the “wholesale” market in foreign 
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exchange, since trades are ordinarily for fairly large 
amounts and in round numbers. This picture of the 
interbank market as a wholesale market should not be 
taken to mean, however, that transactions with a commer- 
cial customer may not on occasion be for a considerably 
larger amount than can be covered in a single transaction 
in the interbank market. 


The Banks and the Brokers 

The New York banks do not deal directly with one 
another but use the services of foreign exchange brokers. 
There are at present eight such brokers in New York, 
compared with about forty-five in the 1930’s when the 
leading currencies of the world were freely convertible and 
the exchange market was, as a result, much more active. 
Some of these brokers tend to specialize in certain ex- 
changes, but all of them handle the leading currencies 
such as the pound sterling, the Canadian dollar, and the 
Swiss franc. The brokers are not required to meet any 
formal or legal requirements in order to operate, nor do 
they assume any financial responsibility for the transac- 
tions which they carry out as agents for the banks. Com- 


- petition among the brokers is keen, and a broker’s chief 


assets are thé skill with which he can carry out operations 
for the banks and the degree of confidence that the banks 
feel they can place in him. 

The brokers have direct telephone connections with the 
foreign exchange trading rooms of the leading commercial 
banks, and are in almost constant contact with the bank 
traders. Their primary function is to bring together buyers 
and sellers among the banks, thus enabling the latter to 
even out their positions. For each transaction that they 
arrange among the banks, they receive a commission from 
the selling bank. Use of a broker saves the banks both 
time and effort. When a bank wants to either buy or sell, 
it need only inform the broker of the amount it is inter- 
ested in and the exchange rate at which it is willing to do 
business. The broker then undertakes the matching-up of 
the bank’s bid or offer in the market, while the bank 
traders are left free to concentrate on their commercial 
business. 

The interbank exchange market is thus the mechanism 
whereby excessive purchases or sales of foreign exchange 
made by individual banks are ironed out. On many occa- 
sions, however, the amount of sterling, for example, offered 
for sale by commercial or other interests in the New York 
market will exceed the demand, while on other occasions 
the opposite will be true. The first thing that results from 
this normal sort of imbalance is that the exchange rate 
begins to move, rising if the exchange is in good demand 
and falling if supplies are heavy. These movements them- 
selves may help to correct the imbalance by encouraging 
or discouraging the entrance of additional buyers or sellers 
into the market. The banks too may offset, but usually 
only within narrow limits, such imbalances by adding to 
or drawing down their own exchange balances. 


Trading with Foreign Banks 

A third, and very important, method of correcting 
supply and demand imbalances in the New York market 
is by the purchase of foreign exchange from, or sale to, 
foreign banks by the New York banks. Foreign banks, 
operating in their own exchange markets abroad, are of 
course active dealers in United States dollars, which are, 
for them, a very important form of foreign exchange. The 
activities of foreign central banks and exchange authori- 
ties are of particular importance in these markets. Enter. 
ing the market as both buyers and sellers, ordinarily 
to prevent excessive swings in the exchange rate, they are 
an ever-present factor and at times may be the most 
important single element in the market. If a foreign bank 
needs dollars to meet the requirements of its customers, 
and if the currency of its country is actively traded in New 
York, it may in the normal course of its operations offer 
its currency to a New York bank in exchange for dollars, 
Similarly, excess purchases of dollars by a foreign bank 
from its customers may lead it to offer dollars to New 
York banks, i.e., to demand foreign exchange in the New 
York market. The initiative for such bank trading between 
international centers may originate from either the United 
States or the foreign side, and there is an almost constant 
exchange of telephone calls, cables, and teletype messages 
among the banks in leading centers. Through the relations 
of New York banks with their foreign branches and cor- 
respondents the New York foreign exchange market is 
thus closely linked with exchange markets abroad. 
The Combined Market 

It should not be thought, however, that trading in the 
New York market follows a neat and orderly pattem 
whereby New York banks first trade with their commercial 
customers, then utilize the interbank market to dispose 
of any net accumulation of exchange, or to make up any 
deficiency, and finally have recourse to their foreign 
branches and correspondents if they are not successful in 
meeting their needs in New York. In actual practice, 
everything happens at once. Each bank trader is con- 
fronted by a constant flow of offers of, and bids for, foreign 
exchange not only from commercial interests, but also 
from other banks through the interbank market and by 
cable from foreign banks. As he sells exchange he must 
buy in order to make delivery, and as he buys he must 
sell in order not to accumulate balances. And through it 
all the exchange rate (the price of the commodity in which 
he deals) is being pushed first one way, then the other, 
by the changing balance of all the forces that make up 
supply and demand in the market. The manner in which 
the foreign exchange traders try to steer a straight course 
through these constantly changing tides provides a large 
part of the fascination of the market for its participants 
and much of its mystery for the layman. 

In addition to servicing the foreign exchange needs of 


the New York area, the New York market serves as the ; 
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’ foreign exchange center of the United States as a whole. 
There is some exchange activity in other cities such as 
Boston, Chicago, Philadelphia, and San Francisco, where 
certain banks maintain balances of their own with foreign 
banks. Trading is hampered in these centers, however, by 
the absence of foreign exchange brokers and by a smaller 
’ volume of commercial exchange turnover. These banks 
must consequently come to New York to meet some of 
their foreign exchange needs, either by dealing directly 
with their New York correspondents or by using the facili- 
ties of the New York exchange brokers. The much larger 
number of inland banks that do not maintain foreign 
exchange balances abroad or large foreign departments of 
their own are also able to provide their local customers 
with foreign exchange facilities through their correspond- 
ent relations with the New York banks. 
THE MARKET FOR INDIVIDUAL CURRENCIES 

» In order for an active market in a foreign currency 
to exist there must be both adequate sources of supply 
of that currency and active demand. The supply and 
) demand need not originate entirely in the country where 
the market is located, however, since a demand for dollars 
in London, for example, is quickly translated into a 
y supply of sterling in New York through the highly effi- 
cient communications systems that link the leading finan- 
cial centers of the world. For the major currencies 
traded in the New York market, such as the pound 
sterline and the Canadian dollar, the exchange market is 
such a two-way street. Trading in sterling in the New 
York market does not merely. represent the supply of, and 
demand for, sterling by Americans, but reflects the many- 
sided relationships between the pound and the dollar 
throughout the world. 

For some of the less important currencies, however, 
which are not used in world trade, there is little possibility 
of an active market in New York. While New York 
banks do not maintain balances in such currencies, they 
can nevertheless offer almost any currency in the world 
for sale to their customers. They can do this because banks 
in nearly all countries abroad maintain dollar balances 
with American banks, and the New York banks are able 
to obtain any of these currencies by dollar credits to these 
accounts at either fixed or negotiated rates of exchange. 


The Pound Sterling 

The pound sterling is by far the most actively traded 
currency in the New York market. While there are no 
published figures, the volume of business transacted annu- 
ally amounts to several billion dollars, and undoubtedly 
»xceeds the turnover of all other currencies combined. It 
is probably impossible to compare directly the volume of 
dollar business in the London foreign exchange market 
with the volume of sterling business in New York, partly 
indeed because of the very close links between the two 
Markets. It appears, however, that at times the sterling 
>ativity in New York exceeds the dollar activity in London, 
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although the total volume of trading in all types of foreign 
exchange must be considerably greater in London because 
of that center’s close links with the Continent and the 
overseas sterling area. 

There are several “types” of sterling traded in the New 
York market. These different types arise out of the classi- 
fication for British exchange control purposes of foreign- 
owned bank deposits in the United Kingdom, and reflect 
the fact that, despite the progress made since the war, the 
pound is not yet formally a fully convertible currency. 
The market in American-account sterling is by far the most 
important, and it is to this market that general references 
to the “sterling market” in New York apply. 

American-account sterling is simply the name given to 
sterling deposits held by residents of the dollar area.! 
Credits and debits to these accounts can be freely made for 
all current transactions with the sterling area—such as the 
purchase or sale of goods and services, profits, and other 
remittances—and transfers can also be freely made to 
other nonresident sterling accounts. American-account 
sterling has always been fully convertible, and can be 
exchanged for dollars in either the London or New York 
exchange market within the official support limits for 
the pound of $2.78 and $2.82. Another type of sterling 
fully convertible in the same markets may be held by 
nonsterling-area residents outside the dollar area. This is 
the so-called registered sterling, which arises out of the sale 
of gold or dollars in the London market. 

There is a wide assortment of activities that enters into 
the New York market for American-account sterling, and 
as mentioned earlier the market is equally affected by the 
demand for, and supply of, dollars in London. The 
American and international oil companies play a particu- 
larly important role in the market. At times they are large 
suppliers of sterling from their sterling earnings, and on 
other occasions they are net buyers of sterling for direct 
investment, for royalty or tax payments, or for operational 
expenditures in the sterling area. Substantial amounts of 
sterling are earned from American sales of tobacco, grain, 
a wide variety of manufactured goods, and from profits 
and dividends received on American investments in the 
sterling area. There is a demand for sterling for purchases 
of such sterling-area exports as wool, jute, diamonds, tin, 
and copper, for purchases of a wide variety of British 
manufactured goods, and for American investment in 
Britain or the overseas sterling area. There is also a 
lively two-way activity arising out of the exchange of 
banking, shipping, insurance, and other services, and from 
tourism. 

Transferable-account sterling is sterling held by resi- 
dents of countries (except Egypt) outside the sterling and 

1 According to United Kingdom exchange control 
American-account countries consist of the United States of America 
and its dependencies, the Central American and Caribbean republics, 
Bolivia, Colombia, Ecuador, Venezuela, Liberia, and the Philippines. 
Canada is classified separately, but Canadian-account sterling is also 
fully convertible and can be freely transferred to an American-account. 
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dollar areas. It can be freely transferred within that area, 
or used for payments to any sterling-area country; it 
cannot, however, be transferred to an American account. 
Because of the usefulness and acceptability of transferable 
sterling throughout so large a portion of the world, there 
has grown up an active dollar market for such sterling out- 
side the United Kingdom. The central market for trans- 
ferable sterling is in Switzerland, but there is active trading 
in New York also. 


To a considerable extent the New York market in 
transferable sterling is an entrep6t market where supplies 
originating, say, in Latin America can be matched with 
demand arising, for example, on the Continent. A few 
American exporters have at times been willing to arrange 
to receive transferable sterling in payment for exports to 
countries outside the dollar area, and there is some 
American demand for transferable sterling in order to pay 
for shipping or other services. American banks cannot 
hold transferable-sterling accounts directly and must carry 
out any transactions through branches or correspondents 
located in a transferable-account country. At times there 
has been a lively demand for transferable sterling by 
nonsterling-area residents for the purpose of purchasing 
sterling-area raw materials for transshipment and resale in 
the United States. Because of the additional cost of trans- 
shipment such transactions were only profitable when 
transferable sterling was selling at an appreciable discount 
from American-account sterling. Since such transship- 
ments tended to deprive the sterling area of dollar earnings, 
the British have, since February 1955, maintained the 
transferable-sterling rate at only a small discount, usually 
less than 1 per cent, from the market rate for American- 
account sterling, and this action appears to have largely 
eliminated such transactions. 

A third type of sterling traded in the New York market 
is securities sterling. Securities sterling arises principally 
from the sale of foreign-owned sterling securities in the 
London market. The sterling proceeds of such sales cannot 
be freely converted into dollars within the official support 
limits, but they can be freely sold to other foreigners for 
similar investment in securities. Because of the close 
link of this kind of sterling to the international securities 
markets, a large part of securities-sterling transactions is 
in the hands of specialized securities houses in New York. 


Since American-account sterling has always been con- 
vertible, the dollar markets for transferable and securi- 
ties sterling have made the pound sterling, for all practical 
purposes, a de facto convertible currency for all foreign 
holders, but not at a single rate of exchange. Since both 
transferable and securities sterling are more restricted in 
their use, they are traded at a discount from the rate for 
American-account sterling. Should the United Kingdom 
make a move to formal convertibility of all foreign-held 
sterling balances, the transferable-sterling market would, 
of course, be merged with the market for American- 


account sterling. This would tend to widen the scope for 
trading by New York banks since, for example, a shortage 
of sterling in New York could be met by offering dollars 
in any of the exchange markets of the world. Should 
convertibility be extended to capital as well as current 
transactions, the securities-sterling market would likewise 
disappear. 


The Canadian Dollar and Other Currencies 

Next to sterling, the Canadian dollar is the most actively 
traded currency in the New York foreign exchange mar- 
ket. This is not surprising in view of the large volume 
of trade and the close financial and commercial ties be 
tween the two countries. The major feature of the Cana- 
dian dollar market in recent years has been the large 
demand for Canadian dollars resulting from American 
and other foreign investment in Canada. Direct invest 
ment by American firms, purchases of Canadian oil leases, 
and the intensive use of the New York money and capital 
markets by Canadian corporations and municipalities have 
all played an important role in the market. A good part 
of the heavy investment in Canada by British and Con 
tinental investors has also passed through the New York 
market. Since the market for the Canadian dollar in other 
leading international exchange markets is not so broad as 
in the New York market, the demand for Canadian dollars 
has had to be met partially by offering United States 
dollars either in New York or in Montreal or Toronto, 
rather than by offering other foreign currencies for the 
Canadian dollar directly. On the supply side, the major 
source of Canadian dollars has come from Canadian im 
porters, reflecting Canada’s large trade deficit with the 
United States. 

The bulk of the trading between the United States and 
the Canadian dollar takes place in Montreal and Toronto. 
This is not surprising, since the greater part of the trade 
between the two countries is invoiced in United States 
dollars, and there are consequently a greater number of 
Canadian firms earning and spending United States dollars 
than there are American firms earning and spending 
Canadian dollars. New York has established itself, how 
ever, as an integral part of the Canadian dollar market, 
and there is a lively competition between the two markets 
for the growing volume of business. 

Other important currencies traded in the New York 
market include the Swiss franc, the German “capital” 
mark (the sole means for investment transactions with 
Germany), the Dutch guilder, the French franc, the Belgiat 
franc, the free Brazilian cruzeiro, and the free Argentine 
peso. From time to time there may be important transat 
tions in other currencies as well. Trading in none of thes 
currencies, however, approaches that in the pound or tht 
Canadian dollar. Should the need or the opportunity arist, 
however, the New York foreign exchange market has th 
facilities available to expand its trading activities in thes 
or other currencies. 
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THE INSTRUMENTS OF THE MARKET 


Although the business of the foreign exchange market 
is, naturally enough, that of buying and selling foreign 
exchange, the latter is not a homogeneous commodity. 
Under the term foreign exchange there may be several 
different forms of short-term monetary claims on foreign- 
ers or on foreign banks expressed in terms of foreign 
currencies. What precisely, then, are the instruments that 
the banks use when dealing in the market? 

Most transactions in the foreign exchange market in- 
volve the transfer of a deposit held in a bank abroad. The 
major instrument for effecting these transfers in the New 
York market, as in other leading exchange markets 
throughout the world, is the cable (telegraphic) transfer. 
A cable transfer is nothing more than an order sent by 
cable to a foreign bank holding an account for the seller 
of a particular currency, directing that bank to debit this 
account and credit the account of the buyer, or the account 
of the person designated by the buyer, with a specified 
amount. Thus, a United States exporter or other holder of 
a foreign exchange balance of, say, £100,000 might sell 
a cable transfer to a bank in New York; i.e., he would 
cable his bank in London to transfer £100,000 to the 
account of the New York bank, and would receive the 
dollar equivalent of £100,000 at the going market rate 
from the bank in New York on the same day that the 
sterling balance changes hands. If the exporter does not 
maintain a sterling account of his own in a London bank, 
he might merely cable the British importer from whom 
payment is due to make payment to the account of the 
New York bank purchasing the exchange. When a New 
York bank sells a cable transfer to an importer, it directs 
its correspondent in London to transfer the sterling 
amount from its account to the account of the importer, 
or to the person designated by the importer, and collects 
the equivalent amount of dollars from the importer. 


The chief advantage of the cable transfer lies in the 
speed with which it can be effected. Normally these trans- 
fers are completed on the day following their purchase or 
sale, but same-day transfers may in some cases be ar- 
tanged. This, of course, permits the payment of exchange 
abroad to be delayed until very shortly before it is due, 
if that is practicable, and also allows a holder of a foreign 
exchange balance to sell it and receive dollars almost at 
once. In either case, use of the cable transfer avoids the 
necessity of tying up funds in foreign exchange, since the 
dollar payment for cable transfers is made on the same day 
that the foreign exchange is paid out abroad. 

The mail transfer is in every respect similar to the cable 
tansfer, except that the order to the foreign bank to make 
the transfer is sent by mail rather than by cable. Before 
the almost universal use of air mail, mail transfers usually 
commanded a somewhat lower price than cable transfers, 
since the seller had the use of his funds abroad until the 
mail order arrived. There is now often no difference in the 


rates quoted by the banks for air mail and for cable 
transfers. 

In some cases a remitter of funds to someone abroad 
may want to make his payment directly to the firm or 
individual without going through a foreign bank. In such 
cases New York banks sell the remitter a draft on the 
banks’ balance abroad. This is, of course, nothing more 
than a written order from the New York bank to the bank 
holding its account abroad to make a specified payment to 
a designated person or firm upon presentation of the draft. 
The remitter himself then mails the draft to the beneficiary 
abroad, who is able to cash it as he would any other check. 
Bills of Exchange 

In addition to the trading in bank balances through the 
purchase and sale of cable and mail transfers and bank 
drafts, there are sometimes available in the market various 
types of foreign bills of exchange. A bill of exchange is 
defined by the Uniform Negotiable Instruments Act as: 

an unconditional order in writing addressed by one person 
to another, signed by the person giving it, requiring the 
person to whom it is addressed to pay on demand or at a 


fixed or determinable future time a sum certain in money to 
order or to bearer. 


Although the check is a special type of bill of exchange, 
the term “bill of exchange” almost always refers to commer- 
cial and bankers’ bills and acceptances. In international 
trade, commercial bills arise whenever an exporter draws 
a draft directly on the foreign importer for the amount of 
the export. Bankers’ bills and acceptances arise, for ex- 
ample, when an importer arranges a letter of credit with 
his bank, under which the exporter draws drafts on the 
bank or on one of its correspondents rather than on the 
importer, thereby giving the exporter a bank undertaking 
that his draft will be honored on presentation. The bills 
may be payable on sight or at so many days (30, 60, 90, or 
180) after sight. Bills may be “clean”, if the exporter is 
willing to turn over title to the goods prior to payment or 
acceptance of the draft by the importer, but more usually 
they are “documentary”. “Documentary” bills are bills 
accompanied by documents (such as bills of lading, in- 
voices, shipping and insurance papers, and the like) that 
carry title to the merchandise covered by the draft. Sight 
drafts must ordinarily be paid, or time drafts accepted, by 
the importer (or by his bank if he has arranged a letter 
of credit in favor of the exporter) before the documents 
carrying title to the goods are released to him. 

Bills of exchange may be drawn in terms of dollars or 
in terms of foreign currencies, and it is of course the latter 
in which the New York foreign exchange market is directly 
interested. On the whole, however, there are very few 
foreign bills of exchange available in the New York mar- 
ket. Checks drawn by foreigners in their own currencies 
are not widely used for payment to United States firms and 
individuals, except for a fairly substantial volume of 
Canadian dollar checks that are bought by the New York 
banks for credit to their accounts in Canada. Only a very 
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few commercial bills are drawn in terms of foreign ex- chases or remittances. There is little doubt, consequently, 
change, and these are almost always in sterling. There are that the dollar bill of exchange is of greater importance 
from time to time a few sterling grain acceptances, but as an instrument in foreign exchange markets abroad than 
even these are not always presented to the banks for sale, is the foreign bill of exchange in the New York market, 
since the exporters often prefer to keep them to maturity Foreign activity in the New York bankers’ acceptance 
(thereby earning the interest on the bills) and then sell the market is one indication of this importance. Not only do 
sterling in the form of a cable transfer. There is a some- foreign banks use the bankers’ acceptance market to 
what larger volume of letters of credit that provide for acquire dollars to meet temporary dollar needs from time 
drafts to be drawn in foreign currencies, and there are to time, but a very large proportion of outstanding dollar) _ 
consequently some sterling and other bills drawn on for- acceptances is held for foreign account. The sizable] y 
eign banks that are from time to time offered to the New volume of dollar-denominated bills of exchange, some} - 
York banks by American exporters, and some demand for payable by foreigners to Americans and some by Ameri ? 
foreign exchange by importers to meet maturing bills. cans to foreigners, makes up a part of the total supply 
Most bills of exchange drawn in connection with United and demand for dollars in exchange markets abroad. In 
States imports and exports are denominated in dollars, those cases where the foreign exchange markets are closely } 5 
and affect the New York foreign exchange market only linked, however, changes in the volume and composition d 
indirectly. Checks drawn in United States dollars are also of these dollar instruments may be reflected in changes in @ 
used fairly frequently by United States firms and individu- the supply of, and demand for, foreign currencies in the > I 
als to make payments abroad, particularly for small pur- New York foreign exchange market as well. R 
SELECTED ECONOMIC INDICATORS 
United States and Second Federal Reserve District ‘ 
1957 1956 Percentage change tr 
— Latest month) Latest month 
September | August July September |from previous) from year | 
UNITED STATES 
Production and trade 
‘Ton-miles of railway 1947-49 = 100 104p 99 109 +5 1 rt 
Manufact billions 28.2p 28.6 29.0 27.1 -1 4 
Manufacturers’ inventories®. billions of $ 54.1p 54.2 54.1 50.8 6 th 
Manufacturers’ new orders, billions 26 .8p 27.3 27.3 26.8 + 
Manutsoturers’ new orders, durable billions 18.2 13.0 13 4 > 
ices, wages, and employment nt 
Manufacturing thousands 16, 692p 16, 844p 16,880 16,874 - - 
Average hours per week, manufacturingf........... hours a” re pe 
_ 21582 | 21609 | 81007 =3 
Total demand deposits adjusted...........++++++eseeeesee millions of $ | 105,480p | 105,110p | 106,570p | 106,700 ‘ = pe 
Currency outside the Treasury and Federal Reserve Banks* millions of $ 31,112p 31,128 31,147 30,772 f + 
Bank debits (837 mullions of | 81,281" | 83,008 | 0.078 | 73.717 
millions of | 83,180" | 33,066" | 32,600" | 30,707" 
millions of $ 8,115 7,104 3,615 6,877 +14 18 
National defense expenditures millions of $ 4,402 4,104 3,265 —27 -1 
SECOND FEDERAL RESERVE DISTRICT R 
Nonresidential construction contracts*...........++0++sse0++ 1947-49 = 100 _ n.a. n.a. 244 D.a. Da. Fe 
ices (New York City) f.........---eeeeeeeeeeees 1947-49 = 100 118.3 118.7 118.4 115.1 +3 
N jeultural employment*........+++e+eeeeeeeeeeeserens thousands 7,781.4p 7,810.8 7,830.7 7,828.3 ‘ -1 th 
Manufacturing thousands 2,613 .6p ,630.9 2,655.3 2,678.9 - -2 
thew Wark millions of $ 73,909 75,175 77,614 63,774 -2 +16 fy 
Bank debite (Second District excluding New York City)... millions of $ 5,274 5,507 4,722 ‘ +12 
Velocity of demand deposits (New York City)*............-- 1947-49 = 100 194.3 97.3 193.9 166.8 - +16 an 
Department store sales*....... 1947-49 = 100 115 120 120 -9 -4 
Department store stocks*. ........6eeeeeceereeeecceeereees 1947-49 = 100 133 134 136 12Ir -1 +10 Sa 
Th 
Note: Latest data available as of noon, November 1, 1957. eal; 
* Adjusted for seasonal f, Change of 8-8 Both series will be published during 1957, 
thote from the Research Division, Federal Reserve Bank of New York, on request. 
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